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DANGERS IN COMPETITIVE MORTGAGE LENDING 


HAT “the headache for banks will begin when they start to sell the real es- 

tate they are going to own within the next ten years” is the prediction of a 

Massachusetts banker whose judgment and foresight are highly respected. 
This is unquestionably a formidable prognosis and it will be brushed aside by most 
mortgage lenders as the wry opinion of an ultraconservative who probably con- 
siders any loan above 60 per cent, and carrying less than 5 per cent interest, a 
hazardous commitment, and open to criticism, However, from what we have seen 
of mortgage lending over rather a broad territory, I have a strong conviction that 
this banker is not altogether off the beam. 


First of all, I think we should recognize that the mortgage officer has been un- 
der more or less constant pressure from the front office to increase the portfolio 
because of the urgent need of his bank for an income which will permit a respect- 
able dividend. Under this strong encouragement to go after more loans, the 
mortgage maker has been trying to build up his portfolio in a sharply competitive 
market which in some cities has been almost vicious, It is a job that has called 
for aggressiveness tempered with experience, and where eagerness for business 
should be offset by a tutored knowledge of Market Value and Value. In other 
words, itis a market in which no “Charlie-come-lately” should be astray. But 
the continual prodding of the mortgage department by the front office, plus rising 
building costs and the willingness of competitors to make loans, has tended to 
develop a lending policy where the amount and terms of the loan seem to be pred- 
icated more on the desire to secure the mortgage rather than on its economic 
soundness, Often during the past few years I have talked with a mortgage lender 
who has told me that the loans he refused to consider were almost invariably 
made by some other local institution. That could have been true and yet when I 
later talked with the other local lenders I was told with apparent sincerity that 
the man I had previously listened to was the fellow who was making the loans they 
had refused to accept. 





I cite this not infrequent experience as an indication that many loans are being 
made which are probably open to question as safe commitments. Toa neutral 
but interested observer, it is obvious that too many mortgage lenders have no ex- 
act lending science and rely on the judgment of men who are considered real es- 
tate experts but who arrive at the value of a property without stating what factors 
were involved in reaching their estimate. My firm conviction is that far too many 
loans have been made on what might be termed “intuitional” appraisals. The av- 
erage mortgage is made for a period of from fifteen to twenty years and the firm 
foundation of a good mortgage is the appraisal. No one can say with certainty 
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how great the changes will be in real estate values during the term of a mortgage 
but we can be definitely sure that the values on which mortgages are being made 
at this time will not continue at their present level. Therefore, the loan commit- 
tee should not only consider the present value but what the values may be at the 
conclusion of the mortgage term. The ratio of loan to appraised value, based on 
the current market, may be assuring but it can too often soothe the mortgagee 
into a fallacious feeling of impregnable security. Every mortgagee should be 
cognizant of the fact that the security which he holds is depreciating from the 
very day the mortgage is made, Of course, there are those who put the per- 
sonal liability of a mortgagor above the mortgage security, but with realistic 
lenders the importance of personal liability is shrinking which, as I see it, is the 
way it should be. The mortgage security comes first and the personal liability is 
the second line of defense. 


Houses are still selling at prices above reproduction cost due to the premium 
which the purchaser must pay in this scarcity market. Beginning in 1944 the 
price of existing houses moved up rapidly, and by the fall of 1946 it had reached a 
point on our index 49 per cent above value, During this period, mortgage activity 
advanced to a high on our index of 26.8 per cent above normal in July 1946. In 
this inflated real estate market it is certain that many a mortgage loan was given 
the green light when the amount of the loan was considerably in excess of sound 
loan value. Such loans may well be in jeopardy within the next ten years, Looking 
ahead, it seems to me that quite a mortality in loans on existing houses is certain 
to occur because of the optimistic opinion of their value which some loan commit- 


tees are taking. Reckless lending is but a prelude to an eventual shrinkage for 
the surplus account. 


At the close of 1946 the Federal Home Loan Bank System estimated that the 
nation’s debt on homes amounted to an all-time high of $23 billion. During 1946 
new home mortgages totaled an estimated $8 billion, and if the anticipated volume 
of home building materializes, the amount of mortgage debt on homes in this 
country may grow to Gargantuan proportions during the next few years. The bil- 
lions of dollars in new housing now being built ina time of easy money and high 
building cost, plus the financing of existing houses in an inflated market, are 
causing apprehension as to the long-range effects. It is a grave question if this 
volume of indebtedness can be carried when the liquid resources of the people 
have been substantially depleted while fulfilling their need for goods unobtainable 
during the war. While the national economy today does not follow precisely the 
postwar period of the First World War, Roy Wenzlick’s chart of the Real Estate 
Cycle shows that our level of economy reaches a high point after a war and then 
ina relatively few years a depression, or reaction, takes place. At ihe present 
time foreclosures are very close to the all-time low, but in every period in which 
building costs are rising, foreclosures have always declined. However, when the 
period arrives where prices are falling, foreclosures will start their upward 


Swing and the “Other Real Estate” item on the institutional statement will com- 
mence to grow. 


GI loans are increasing rapidly. For example: In New York State during the 
five months from June 31 to December 1, 1946, GI loans grew to more than $51 
million, or 140 per cent over the first six months in 1946. Nevertheless, many 
large insurance companies and banks are refusing to make GI loans unless the 
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veteran has equity money. In other words, they do not care to make 100 per cent 
loans under provisions of the Service Men’s Readjustment Act. I agree with them, 
although it appears that it was the evident intent of Congress that the amount of 
the government guaranty should be accepted as the equity. However, when a man 
puts his own money into an equity it creates a far greater degree of responsibility 
and personal liability than it does to step into possession of a home when he has 
made no present cash payment. To bolster the 100 per cent loan to GI’s it is 
pointed out by lenders who favor it that GI foreclosures have been very few in re- 
lation to the number of loans made. This is true thus far, but the real test of GI 
loans lies ahead and not behind us, 


Since our Mortgage Bulletin of November 15 in which it was pointed out that 
the guaranty might be placed in jeopardy under certain circumstances, T. B. King, 
Director, Loan Guarantee Service, Veterans Administration, has cleared up this 
possibility. In a recent address, Mr. King said in part: 


As to the second point, when can or when will the issuance of a 
guaranty be refused or when will a guaranty become invalidated after 
issuance because of an excessive appraisal. A guaranty will be re- 
fused on that account at the time the loan, accompanied by the 1803, 
is initially submitted for guaranty. If it is not questioned at thattime 
and a guaranty certificate is issued, the appraisal question barring 
misrepresentation or fraud on the part-of the holder of the obligation, 
is concluded once and for all. In other words, the holder can rely on 
that certificate. And that is as it should be. Now, in making that 
statement, I used the term “holder.” Where the fraud or misrepresen- 
tation which would permit the guaranty in the hands of the originating 
lender to become invalidated is not attributable to a purchaser of the 
obligation, the guaranty can not be invalidated in the hands of that pur- 
chaser because of the act of the originating lender, so long as the suc- 
ceeding holder is itself innocent of participation in the fraud, 























I hope that clears up these points once and for all. 





And so do I. With this firm ruling by Mr. King, and the approved appraisal 
procedure recently adopted by the Loan Guarantee Service, the GI loan is a more 
attractive investment for institutional funds. 


To summarize: Prices of single-family homes started to decline last June and 
we believe this decline, with occasional interruptions, will continue for the next 
ten years. Prices, however, are as yet above reproduction costs in most large 
city areas. The fire of inflation will burn for some time, but the pressure in the 
boiler is diminishing. A balanced budget is poor fuel for rising prices. 


There are plenty of men who will argue that real estate prices are sure to re- 
main at present high levels, or higher, because the stiff wage scale of the build- 
ing trades will prevent the construction of lower cost homes, This, to my mind, 
is a false premise. When demand ceases, reproduction costs mean nothing. Our 
present real estate boom is largely a consequence of shortage and inflation and 
the mortgage lender should remember that the headaches of the banks and other 
institutional lenders, over defaulted mortgages and frozen real estate, have been 
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the pay-off on the mistakes made in the preceding boom, It is always the loans 
made when the goose hangs high that cause the days of worry years later. In our 
opinion, this is a time to stick with insured loans, as the prevailing interest rates 
on conventional mortgages do not permit the necessary amount of risk loading to 
offset the hazards involved in high percentage loans, 


Taking 1940 as the bench mark, the average small home mortgage through the 
third quarter of 1946 has shown an advance of 58 percent. This is a thought- 
provoking increase when one considers that most of this lending had to be made 
on the same houses that were the source of loans six years earlier. Of course, 
the high percentage loans made with government insurance helped push up the av- 
erage, but conventional loans were a substantial part of the mortgage activity. 
The market rise in these properties was brought about by inflationary influences 
and the scarcity of houses, and is of transient duration. 


The urgent need for increasing loan portfolios should not distort the focus on 


the real hazards which lie ahead. The cycle moves inexorably, but if you don’t 
believe in cycles you can attribute its pattern to old human nature which does not 


change. 


E, G/JOHNSON 
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